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SECTION 107 DIVIDENDS 
Restrictions imposed by s. 107 (1) (e) 


The maximum sum capable of s. 107 distribution out of the 
‘*undistributed amounts’’ of income years ended 30 June, 1948, and 
subsequent years, is stated in s. 107 (1)(e): The rebate specified in 
s. 107 (1) is allowed ‘‘where the dividends are paid wholly and 
exclusively out of one or more of the following amounts: 


(e) the amount remaining after deducting from the undis- 
tributed amount of any year of income subsequent to the 
year of income which ended on the thirtieth day of June, 
1947, the aggregate of the amount of tax payable under 
this Division and the amount of contribution payable 
under the Social Services Contribution Assessment Act 
1945, or that Act as amended, in respect of that undis- 
tributed amount.’’ 

The following comment on the above provision appears on 
p. 199 of Private Company Taxation, second edition. 

*‘Section 107 (1)(e) refers to the aggregate of the amount of 
tax payable under Division 7 and the amount of contribution payable 
under the Social Services Contribution Assessment Act in respect of 
the relevant undistributed amount. 


*‘It would appear that under the above provisions a s. 107 dis- 
tribution cannot be made out of an undistributed amount until all 
the Division 7 taxes (and contribution) in respect of that amount 
have been assessed and notices of assessment have been issued, 
because it is not until that moment of time that’ a tax becomes 
‘payable’. If this view be correct, as we believe it to be, a period of 
years may elapse after the close of the relevant distribution period 
before a private company is able to make a distribution carrying the 
s. 107 rebate, particularly where the company is liable to tax under 
new s. 105A.’’ 

Instances have since occurred where the benefit of s. 107 would 
be irretrievably lost if companies had to await the issue of Division 7 
assessments, e.g., where it is proposed to convert private companies 
into non-private companies. These companies are prepared to dis- 
tribute dividends which, will quite safely fall within the amount 
specified in s. 107 (1) (e). 
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Advices have been received that, after consideration of the above 
instances, the Commissioner is prepared to take the view that the 
rebate provided hy s. 107 should not be refused merely on the 
ground that the dividend had been paid before the amounts of 
Division 7 tax and contribution had become payable. 

Needless to say, a company which seeks to pay dividends subject 
to the rebate under s. 107 (1)(e) prior to the issue of the relevant 
assessments showing the amounts of income tax and social services 
contribution payable must accept the full responsibility for its own 
estimate of the amount specified in s. 107 (1) (e). 

Where such action is contemplated it is recommended that the 
proposed dividend be ‘‘staggered’’ along the lines suggested in 
para. [150] of the above-mentioned book. 


AMENDMENT OF ASSESSMENTS 


The several Deputy Commissioners are busily engaged in flooding 
the continent with amended assessments reflecting the investigations 
by their officers into the affairs of taxpayers who were not over- 
solicitous in their renderings to Cesar during the war years and 
before. Defaulting taxpayers on their way to Wyong Submarine 
Base, en route for Santiago, are earnestly requested to change step 
while crossing the Sydney Harbour Bridge so as not to endanger the 
safety of that structure. 

Many taxpayers are prepared to stay and face it out. This note 
is intended for their aid. 


Time for objection 


Under s. 185 of the 1936 Act an objection must be posted to or 
lodged with the Commissioner within 60 days after service of the 
notice of assessment. This provision applies to income year ended 
30 June, 1936, and all subsequent years. 

Under s. 50 (1) ef the previous Act of 1922-1934 the time allowed 
for lodging objections was 42 days after service. This time limit still 
applies to an assessment or an amended assessment in respect of 
income year ended 30 June, 1935, and all previous years. Amended 
assessments for years ended 30 June, 1935, and previous years, may 
be issued only in the circumstanees stated in s. 170 (2) (a), ie., where 
there has been an avoidance of tax and the Commissioner is of 
opinion that the avoidance is due to fraud or evasion. The normal 
procedure in cases of alleged evasion is for the Deputy Commissioner 
to issue amended assessments for several years in one batch. Where 
such a batch includes an amended assessment for income year ended 
30 June, 1935, or any prior year, care should be taken to ensure that 
the objection is lodged within the 42-day period prescribed by 
s. 50 (1) of the previous Act. Failure to observe this precaution will 
leave the taxpayer without any legal redress. 


Grounds of objection against amended assessments 
under s. 170 (2) (a) 


Where it is decided to object against an amended assessment 
issued by the Commissioner in consequence of his having formed the 
opinion that there has been an avoidance of tax due to evasion, it is 
suggested that the notice of objection should include the following 
grounds : 
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(1) The Commissioner is not authorized by the Commonwealth Income Taz 
Assessment Act, 1936, as amended, and, in particular, by s. 170 of the said Act, 
to issue the said amended assessment. 

(2) [Where the six-year period provided by s. 170 (2)(b) has elapsed.] 
The Commissioner is empowered by the said Act to issue an amended assessment 
only in the circumstances provided by s. 170 (2)(a) of the said. Act. There has 
been no avoidance of tax, or alternatively, if there has been an avoidance of tax, 
which is not admitted, such avoidance of tax is not due to evasion and, accord- 
ingly, the said amended assessment is unauthorized by law and should be 
withdrawn. 

(3) [Where Commissioner has notified the taxpaver that he is of opinion 
that the avoidance of tax was due to evasion.] The Commissioner was in error 
in forming an opinion under s. 170(2)(a) of the said Act that there has been 
an avoidance of tax due to evasion. There has been no avoidance of tax, or 
alternatively, if there has been avoidanee of tax, which is not admitted, such 
avoidance of tax is not due to evasion and, accordingly, the said amended 
assessment is unauthorized by law and should be withdrawn. 

(4) [Where it is considered that the Commissioner has amended the assess- 
ment to give effect to a change in the interpretation of the law.] The said 
amended assessment was not made to correct an error in calculation or to correct 
a mistake of fact or to prevent avoidance of tax and, accordingly, the said 
amended assessment is invalid and should be withdrawn. 


Grounds of objection against additional tax under s. 226 


Where additional tax has been imposed under s. 226 and objec- 
tion is lodged against the relevant amended assessment, it is sug- 
gested that the notice of objection should contain the following 
grounds: 

(1) The additional tax imposed under s. 226 of the Commonwealth Income 
Tax Assessment Act, 1936, as amended, namely £ , is not authorized by law 
and should not be imposed. 

(2) [Where amended assessment is made under Division 7 of Part III. 
N.B.: This point is being contested.] The said Act does not authorize the 
imposition of additional tax in respect of an assessment or an amended assess- 
ment under Division 7 of Part III of the said Act. 


(3) [This point is also being contested.] I am not [or the company is 
not] liable to pay or be charged with additional tax imposed in pursuance of 
s. 226 of the said Act for the reason that s. 226 is invalid, unconstitutional and 
ultra vires the Parliament of the Commonwealth. 


(4) Alternatively, the said additional tax, namely £ , is excessive and 
should be remitted either wholly or in part under the powers conferred upon the 
Commissioner. 


Remission of additional tax by Board of Review 


The Board of Review is empowered to review the decision of the 
Commissioner relating to remission under s. 226 (3) in respect of 
additional tax under s. 226 (2) where the additional tax assessed by 
the Commissioner exceeds 10 per cent. per annum of ‘‘the difference 
between the tax properly payable by the taxpayer and the tax that 
would be payable if it were assessed upon-the basis of the return 
furnished by him’’. For the purpose of calculating this percentage 
the period begins on the last day allowed for furnishing the relevant 
return and ends on the day upon which the amended assessment is 
made in consequence of the alleged omitted income or excessive 
deduction. Thus, if the last day allowed for furnishing the income 
tax return of year ended 30 Jun, 1939, were, say, 31 October, 1939, 
and an amended assessment were made, i.e. issued, on, say, 31 October, 
1949, in consequence of omitted income, and the amended assessment 
included additional tax under s. 226 (2) amounting to 100 per cent. 
of the difference between the tax ‘‘properly payable’’ and the tax 
that would be payable if it were assessed on the basis of the return 
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lodged by the taxpayer, the Board of Review would not be em- 
pewered to review the Commissioner’s decision under s. 226 (3) 
because the additional tax does not exceed 10 per cent. per annum 
of such difference. But, if the taxpayer succeeds in having the 
taxable income, as stated in the amended assessments, reduced by 
some amount, however small, so that the additional tax imposed 
exceeds 10 per cent. per annum of the difference between ‘‘the tax 
properly payable by the taxpayer and the tax that would be pay- 
able .. .’’ the Board of Review is empowered to remit the additional 
tax of 100 per cent. either in whole or in part. For this reason, it is 
desirable that, in all cases of disputed amended assessments, objection 
should be taken against the imposition of any additional tax under 
s. 226. 


COMPENSATION RECEIVED BY COMPANY IN RESPECT 
OF CANCELLATION OF CONTRACT OF SERVICE 


The ordinary business of the taxpayer company consisted of the 
manufacture of various types of electrical equipment. During the 
recent war the company entered into an agreement with the Com- 
monwealth in connection with a project for the production of car- 
burettor spares for aircraft—a class of production quite different 
from anything ever undertaken by the company. It was agreed that 
the company should purchase land and build an annexe thereon 
which it would lease to the Commonwealth for five years and that 
the management of the annexe should be under the direction of the 
company, for which services the company would be paid management 
fees. About the time the building was completed, but before pro- 
duction began, the Commonwealth abandoned the project. The Com- 
monwealth paid the company a certain sum in settlement of its 
claims. That sum included an amount of £3,625 representing com- 
pensation for what was described as ‘‘loss of management fees’’ 
Held, that the sum of £3,625 so paid to the company was not, within 
the meaning of the Act, the proceeds of business carried on by the 
company but was a receipt of a capital nature. (C.T.B.R., Ref. No. 
123/1946.) 

Per the Chairman: 

The sum in question can, I think, be best described by stating that it was a 
lump sum paid as compensation for the loss of the right or opportunity of 
earning remuneration of an undetermined amount during an undetermined future 
period. After the most diligent search I have been unable to discover any case 
in which it is indicated, or even faintly suggested, that compensation paid in 
such circumstances is income in the hands of the payee. By the abandonment of 
the project the rights conferred upon the company by the contract of service 
were lost in toto, and therefore completely sterilized and destroyed, at a time 
up to which the company Had never had the opportunity of even commencing 
to exercise those rights. In my opinion, and also according to my understanding 
of the principle upon which Starke, J., based his conclusion in the Californian 
Oil Company’s Case (52 C.L.R. 28, at p. 49), a sum received as compensation for 
such a loss is clearly a capital receipt. 


PROVIDENT, BENEFIT OR SUPERANNUATION FUND 

Section 23 (j) (ii) exempts the income of ‘‘a provident, benefit 
or superannuation fund established for the benefit of employees’’. 
The exemption under s. 23 (j) (ii) is not prohibited by reason of the 
fund being for the benefit of non-residents of Australia or because 
the fund was constituted or is controlled outside Australia. 
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PAYMENT OF TAX PENDING APPEAL 


In Morch v. Minister of Nat. Rev. [1949] Can. T.C. 250, it was 
held that proceedings for recovery of tax under the Canadian Act 
were valid notwithstanding that an appeal against the relevant 
assessments had not been disposed of. Nevertheless, in what was 
described in the editorial ‘note as a judgment of Solomon, the 
Exchequer Court granted a stay of sale proceedings pending the 
disposition of the appeal in case the taxpayer should succeed. 


PAYMENTS BY EMPLOYERS TO EMPLOYEES ON 
ACTIVE SERVICE 


At the date of his enlistment in the A.I.F. in 1940 the taxpayer 
was an employee of a firm which had, in September, 1939, volun- 
tarily undertaken to make up to their employees who should enlist 
for home defence or service outside Australia the difference between 
the rates of their wages at enlistment and the rates of their defence 
force pay. During the year ended 30 June, 1943, the firra, in pur- 
suance of their undertaking, paid to the taxpayer the sum of £104, 
by weekly instalments of £2. The taxpayer was under no obligation, 
contractual or otherwise, to resume his employment with the firm 
upon discharge from the forces; but the firm was bound by National 
Security Regulations (S.R. 1939 No. 176) to reinstate him in that 
employment upon his applying for reinstatement after the com- 
pletion of his war servicé and, in fact, upon his discharge the tax- 
payer applied for and obtained reinstatement in his employment 
with the firm. Held, that the sum of £104 paid by the firm to the 
taxpayer during the year ended 30 June, 1943, being in the nature of 
a personal gift actuated by purely patriotic motives, was not ‘‘a 
gratuity given or granted to him in respect of, or for or in relation 
directly or indirectly td, his employment’’ with the firm within the 
meaning of s. 26 (e) and that, therefore, the value of that sum to the 
taxpayer (this being, admittedly, £104) was not required by s. 26 (e) 
to be included in his assessable income of that year (C.T.B.R. (No. 1) 
Ref. No. 21/1948). In reaching their conclusion, the two members of 
the Board applied the reasoning of Fair, J., in Louisson v. C. of T. 
[1942] N.Z.L.R., at p. 34, as cited by Kennedy, J., in Lowisson v. 
C. of T., [1943] N.Z.L.R., at p. 12. One member, Mr. G. J. O’Sulli- 
van, said: 

Now to my mind the payment of this allowance or gratuity had nothing to 
do with the taxpayer’s employment with his firm. True, it would not have been 
made to him had he not been an employee of the firm at the time of his enlist- 
ment. But, in the view I take, the gift had no relation, direct or indireet, te 
his employment. When he enlisted his contract of employment was suspended 
and his firm was under no obligation whatever, legal, moral or otherwise, to pay 
or give him anything during the period of his absence on war service (see 
Defence Act 1903-1941, s. 118A). The payment was not in respect of past 
services, because they had already been paid for; nor for present serviees, 
because he was not performing any; nor for future serviees, kecause he was 
under no obligation to render any. As I see the position, this gift was inspired 
by only one motive, namely, a patriotic desire to encourage enlistment at a time 
when every man was needed in defence of the Commonwealth. 
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Allowances, etc., given in relation indirectly to employment 


In the same case the Chairman of the Board also expressed the 
opinion that the test in deciding whether an allowance, etc., is assess- 
able under s. 26 (e) as being an allowance given in relation indirectly 
to any employment of or services rendered by a donee is whether or 
not it is the purpose or motive of the donor to recognize the services 
of the donee. Mr. Gibson said: 


; It is necessary to give some effect to the word ‘‘indirectly’’ which appears 
in s. 26 (e), but the problem of doing so is not easily solved. Where, as in this 
case, it is proper to hold that a gratuity was not given in relation directly to 
any employment or services ef the recipient, what circumstances could exist 
which would make it proper to hold that the gratuity was given in relation 
indirectly to such employment or services? I do not think that the answer is to 
be found in the discovery of any circumstances whatever which established a 
connection befween the fact that the gratuity was paid and the fact that the 
recipient was an employee of, or had rendered some services to, the donor. In 
my opinion, the solution of the problem lies in the quality of the donor’s 
purpose or motive in making the gift. By prescribing in s. 26 (e) that the 
assessable income of a taxpayer. shall include ‘‘gratuities given or granted to 
him in respect of, or for or in relation directly or indirectly to, any employment 
of or services rendered by him’’, the legislature has, in my opinion, directed 
the reader’s mind in the plainest possible manner to the discovery of a connec- 
tion between the donor’s purpose or motive and the employment or services of 
the taxpayer. I use the terms ‘‘purpose’’ and ‘‘motive’’ because they are not 
necessarily synonymous: sometimes they are synonymous and usually they have 
an overlapping meaning. In granting the gratuity here in question the motive 
of the employer was a desire to acknowledge the sacrifices made by the taxpayer 
wher he enlisted and to recognize his public spirit in doing so and it could be 
said that the purpose of granting it was to give tangible expression to that 
desire. Where an employer makes a gift to an employee to alleviate his financial 
difficulties the purpose of the gift is to achieve the desire which is the motive 
of the gift, namely, the alleviation of those difficulties. If in such a case the 
donor’s motive and purpose are concerned with the fact (assuming it is a fact) 
that the employee’s financial difficulties were a consequence of the conditions of 
his employment, such as the locality in which he is employed or the occurrence 
of some unexpected event in the course of his employment, it would, in my 
opinion, be proper to hold that the gift, although made in relation directly to 
the employee’s financial difficulties, was made in relation indirectly to his 
employment. But where an employer makes a gift to an employee to alleviate 
financial difficulties which have arisen through circumstances which have nothing 
whatever to de with the employment or service of the donee it cannot, in my 
opinion, be held that the gift was made in relation either directly or indirectly 
to that employment or service. The fact that the gift would not have been made 
if the donee had not been an employee of the donor would not establish that 
the gift was made in relation indirectly to the donee’s employment. To hold 
otherwise would be to confuse the donor’s purpose or motive in making the gift 
with his definition of the status of the person, or (if it was the donor’s practice 
to make such gifts to his employees) the class of the persons, intended to be 
benefited. One naturally looks for illustrations of the effect of the use of the 
word ‘‘indirectly’’ in s. 26 (e) and I have supposed the case of gifts made to 
alleviate the financial difficulties of an employee for the reason such a case is 
about to be decided by the Board. The illustration seems to me to be apposite 
to the present case because the Commissioner’s case is necessarily dependent 
upon the effect of the mere fact that the gratuity in question would not have 
been paid to the taxpayer if he had not been an employee of the donor at the 
time when he enlisted in the A.I.F. and, as I have already sought to indicate, 
the purpose or motive of the donor in granting the-gratuity was not in any way 
concerned with that fact. 


Mr. Gibson went on to say that, for example, a Christmas gift 
given in appreciation of services rendered, even though it be in the 
nature of a personal gift or present, is assessable under s. 26 (e) as 
being a payment made indirectly in relation to services rendered. 
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Gratuity to former employee for past services is 
assessable under s. 26 (e) 

In the above case, Mr. R. R. Gibson, Chairman of Board of 
Review (No. 1) said: 

As the words ‘‘services rendered’’ are descriptive of past services there 
appears to me to be no reason for holding that section 26 (e) is not applicable 
to a gratuity granted as remuneration or additional remuneration for services 
rendered in the past by a person who is no longer in the employ of the donor. 
The implications of the proviso to s. 26 (e) are confirmatory of this view for the 
gratuities, etc., which are subject to s. 26(d), and which are excepted from 
s. 26 (e) by the proviso thereto, are necessarily gratuities paid in respect of 
an employment or service of the recipient which has terminated. That view, 
moreover, is in accordance with an opinion expressed by Jordan, C.J., in Scott 
v. C. of T. (N.S.W.), 3 A.T.D. 142, with reference to the Income Taz (Manage- 
ment) Act 1925 (N.S.W.) s. 11 (¢) and s. 11 (3), the provisions of which are 
substantially the same as those of s. 26 (d) and s. 26 (e) of the Commonwealth 
Act. Referring to the gratuities and other benefits with which (N.S.W.) s. 11 (4) 
and s. 11 (j) were concerned, the learned Chief Justice (at p. 147) said: ‘‘Any 
such benefits, whether arranged for at the commencement of, or during or at the 
end of their employment’’ (i.e., the employment of the recipients), ‘‘and 
whether paid during or after the termination of that employment... are caught 
by one or other class’’ (ie., by s. 11(¢) or s. 11(j)). Hence, the question 
whether a gratuity is assessable income under s. 26 (e) does not depend in any 
way upon whether at the time when the gratuity was paid, the employment in 
relation to which it was given or granted was in existence or had been ter- 
minated. It follows, in my opinion, that the answer to that question must 
depend upon whether the donor’s motive or purpose in giving or granting the 
gratuity can be related to the past or present employment or service of the 


recipient. 


GIFT FROM TRUST FUND TO EMPLOYEE TO 
ALLAY HARDSHIP 


During the year ended 30 June, 1942, the taxpayer who was 
an officer of a certain bank, was granted a sum of money by the 
trustees of a certain trust fund for the purpose of alleviating his 
financial difficultiés which had arisen as the result of sickness in his 
family. The trust fund was initiated by donations made by a former 
director of the bank and had been augmented from time to time by 
contributions made by the bank pursuant to resolutions of the share- 
holders in general meetings. The trustees of the fund were the 
persons (being officers of the bank) who for the time being were 
trustees of the bank’s pension fund, and the purpose of the trust 
fund was to grant relief to officers of the bank who might find them- 
selves in financial difficulties and to widows and orphans of officers of 
the bank who might die and leave them in straitened circumstances. 
The trustees had an unfettered discretion in the making of grants 
out of the fund, but they acted only as the result of recommendations 
made by the bank and their decisions were usually, if not invariably, 
in accordance with such recommendations. Held, that the sum 
granted to the taxpayer out of the trust fund was not an allowance 
or gratuity given or granted to him in respect of, or for or in relation 
directly or indirectly to, his employment within the meaning of 
s. 26 (e), and was, therefore, not required by that provision to be 
included in his assessable income (C.T.B.R. (No. 1) Ref. No. 7/1946). 
Mr. A. C. Leslie, member of Board of Review (No. 1), said: 

It would appear, at first sight, that anv allowance that mav, in any manner 


whatsover be related to a taxpayer’s employment, is assessable income (under 
8s. 26(e)) and thus the allowance under consideration is assessable income. 


Supplement to The Australian Aceountant—February, 1950 





112 CurRENT TAXATION February, 1950 





I cannot, however, agree with this view for the following reasons. Firstly, the 
allowances, ete., referred to in s. 26(e), before becoming assessable income, 
must be allowed, given or granted in respect of, or directly or indirectly in 
relation to, some employment of or some services rendered by the taxpayer. 
Allowances, ete., made in respect of employment or services rendered are gener- 
ally given as a condition of the employment or as a reward for the services 
rendered. That is to say that the terms of s. 26 (e) predicate an allowance. 
ete., in the nature of a reward for the employment or services rendered. If I am 
right, the sum received by the taxpayer is not assessable income. I concede that 
he was a capable and deserving officer but, on the evidence, this was not 
essential, and, again on the evidence, he got the allowance simply and solely 
because he was in straitened circumstances. It is true that he was an officer of 
the bank, but that was not the reason for the gift. The gift was not a reward 
for services rendered by him to any person and, assuming I have correctly 
construed s. 26(e), it follows that it is not inclfided as assessable income. 
Secondly, assuming my first reason is unsound, I turn to a consideration of the 
limits, if any, to be placed on the word ‘‘indirect’’. There is sound authority 
for the proposition that a line must be drawn somewhere—see Coxe v. Employers’ 
Liability Assurance Corporation Limited, [1916] 2 K.B. 629, per Scrutton, J., 
at p. 634. 

(After quoting the relevant passage, Mr. Leslie continued as follows :) 

From this it would appear that the taxpayer in the case under review can 
gain no support from cases such as Cowan v. Seymour, 7 Tax Cas. 373, where tke 
Courts have been concerned with what may have been conditio sine qua non and 
what were conditio causans. It also appears, as stated above, that a more remote 
link in the chain of causation is contemplated by the use of the words ‘‘ directly 
or indirectly’’. How remote the link may be is the matter for decision and I 
apply the example given in the latter part of the judgment cited above, as 
follows: The taxpayer is employed by the bank under conditions not in any way 
likely to bring about straitened circumstances which tvould qualify him for an 
allowance from the trust fund. As an ordinary citizen he encounters trouble and 
being in straitened circumstances receives an allowance from the trust fund. In 
my opinion his position in the bank, while being a condition of the grant, is 
sufficiently remote from the grounds on whieh the allowance was made as to 
justify a finding that the allowance was not made indirectly in respect of or for 
or in relation to his employment with the bank. 

The Chairman, Mr. R. R. Gibson, agreed with Mr. Leslie’s 
conclusions and cited the extract from his reasons for decision in the 
case discussed in the last preceding note as conveying his reasons 
for deciding that the sum-here in question was not& gratuity ‘‘given 
or granted to him in relation indirectly to any employment of or 
services rendered by him’’. 


SOLDIER “ORDINARILY RESIDENT IN NEW ZEALAND” 
WHILST PRISONER-OF-WAR OVERSEAS 


The word ‘‘resides’’ or ‘‘residence’’ in Income Tax Acts is used 


in its common sense; and it is essentially a question of fact whether a 
taxpayer does or does not comply with its meaning. It connotes 
residence in a place, with some degree of continuity—apart from 
accidental or temporary absence—so that physical absence is not des- 
tructive of the idea of a person being ‘‘ordinarily resident’’ in the 
place where his home is situate. 

Consequently, where a taxpayer, whose home had always been in 
New Zealand, served overseas on war duties while his family home 
was maintained in New Zealand, and returned to New Zealand, he 
was ‘‘ordinarily resident in New Zealand’’ for the purposes of s. 17 
of the Finance Act, 1940, during his absence overseas; and he was 
accordingly liable for N.Z. Security Tax during that period on his 
income (other than military pay, which was exempted from tax). 
Slater v. C. of T. (N.Z.) (1949), 4 A.I.T.R. (in course of publication). 
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COMMISSION PAID IN RESPECT OF FINANCIAL 
GUARANTEES 


In Bennett and White Construction Co. Ltd. v. Minister of 
National Revenue, [1949] Can. T.C. 1, the Supreme Court of Canada 
held that annual ‘sums paid to the guarantors of a bank overdraft 
equal to the interest paid to the bank were not. allowable deductions 
under the Canadian Act, the relevant provisions of which differ 
materially from those of the Commonwealth Act. 

For the reasons stated in Para. [976] of Commonwealth Income 
Tax Law and Practice (2nd edition) it is considered that annual 
payments so made are allowable deductions under s. 51 of the 
Commonwealth Act. 


WHY PRIVATE COMPANIES ARE NOT BEING WOUND UP 


A reader has asked why so few private companies have reverted 
to partnerships or sole traders, as was prophesied when the amending 
private company tax provisions were passed in 1948. 

There are a number of reasons: 

1. Where profits are considerable, a private company and its 
shareholders—regarded as a group—would pay little more in income 
tax than a sole trader or the members of a partnership, particularly 
if the tax on the retainable percentage were left out of account. 

In the following example, the company group would pay slightly 
less. 

Example 1: 
(a) Tax on £20,000 earned income derived by sole trader at 1949- 
1950 rates. 
Taxable income r ‘> 7 - ~ - .. £20,000 
Tax on £20,000 (including 1/6 in £ Social Services Contribu- 
tion) at 157.65d. in £, say .. - és - -. — 13,137 


Residue after paying all tax on the income of £20,000 -.. £6,863 


(b) Tax on £20,000 earned income derived by company and re- 
tained by it. Company has one shareholder ‘‘A’’ who has no 
separate taxable income. 
Taxable income derived by company .. ga ui £20,000 
Commonwealth Ordinary Income Tax— 
£5,000 at 5s. in £& .. és ov es .. £1,250 
£15,000 at 6s, in £ .. ba ae > .. 4,500 


—— 5,750 


Distributable income “m - a - fers £14,250 
Retainable percentage—10% of £14,250 “ .. £1,425 
Add o° o° ee ve ee ° 1,000 


9 495 
2,425 


(N.B.: No part of the distributable income represented by 
dividends from other private companies can be retained 
free of tax under Division 7.) 
Sufficient distribution ~ ‘a es ae — .. £11,825 
Actual distribution by company .. mol e ~ ~ Nil 


Undistributed amount 7 ais sa = ait .- £41,825 
Tax at progressive rates on an unearned income of £11,825 
is— 
£11,825 at 149.6216d. in £, say... a - . ae 


£4,453 
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Residue— 
Retainable percentage subject to Commonwealth income tax 
if and when distributed <s £2,425 
Amount which has borne Division 7 tax not subject to Com- 
monwealth tax if distributed. si ar se 7 4,453 


£6,878 


(N.B.—I should be grateful to readers for a suggestion as to a 
suitable title for what I have described above as the ‘‘retainable per- 
centage’’. One of my partners prefers the description ‘‘ percentage 
reserves’’. One thing is certain, it is not a ‘‘tax-free’’ percentage, 
reserve or any other rose. 


Example 2: 


(a) Let us apply the same set of facts as in Example 1, except that 
the taxable income is .. 
Tax on £1,000 earned income derived by sole trader at 1949- 
1950 rates 
Taxable income 
Tax on £1,000 at 33d. in £ (including § Social Servi ices 3 Contri- 
bution) . 


Residue after paying all taxes on the income of £1,000 


(b) Tax on £1,000 derived by a company and retained by it. Com- 
pany has one shareholder ‘‘A’’ who has no separate taxable 
inceme. 

Taxable income derived by company 


Commonwealth ordinary income tax £1,000 at. 5s. in £ 


Distributable income iss - 
Retainable percentage—30% of £750 


Sufficient distribution 

Dividends paid 

Undistributed amount ™ 
Division 7 tax on £525 at 21, 7981d. in £ 


Residue— 
Retainable percentage subject to Commonwealth income tax 
if and when disributed - e os “e a £225 
Amount which has borne Division 7 tax not subject to 
Commonwealth tax if distributed .. = ‘a i 478 


£703 


2. In the case of relatively small incomes, such as that illustrated 
in the second example, there is usually some other compelling reason 
for retaining the company, such as the protection provided .by 
limited liability. In fact, this reason probably existed in the good old 
piratical days. 

3. The two burdens can be brought nearer one another by the 
award of salaries to working directors. I expect a tremendous crop 
of s. 109 cases in the course of the next few years. 

4. The private company organization presents a convenient way 
of making family dispositions, with a consequent saving in both 
income tax and death duties. 
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TAX ON UNDISTRIBUTED INCOME OF PRIVATE 
COMPANY 


Interposition of Companies, Trustees and Partnerships 


Section 105, which is complementary to s. 104, applies where 
the shareholders of a private company are companies, trustees or 
partnerships. In these instances, the undistributed profits tax is 
assessed on the basis that there would be successive distributions 
of the private company’s income by the interposed companies, 
trustees and partnerships to the individual shareholders, bene- 
ficiaries and partners, as the case may be, who would ultimately be 
the recipients of the distribution. 

New s. 105 (1) repeats the provisions of old s. 105 (1), except 
that the application of the section is now governed by the pro- 
visions of new s. 105B which contains rules designed to simplify 
calculation of tax under Division 7. 


EXAMPLE. 

The distributable income of private company A for year of 
income ended 30 June, 1948, was £10,000 and no distribution thereof 
was made within the prescribed period. The ‘‘undistributed amount’’ 
is, therefore, £8,000. The shares in company A are held by: 


Resident private company B vi .. 20,000 
Individual C .. ie - ve .. 80,000 


50,000 


The shares in company B are owned by individual D. 

In calculating the total tax payable by company A under s. 104, 
the Commissioner will assume that the undistributed amount of 
£8,000 was paid as a dividend to 

Company B .. ea ai - .. £3,200 


Individual C e oi - ea 4.800 
£8,000 


The Commissioner will assess the aggregate additional amount 
of tax which would have been payable by B and C if company A 
had, on the last day of the year of income, paid to them the sum of 
£8,000 as a dividend. In the case of shareholder company B the tax 
so payable would have been nil, because (a) the sum of £3,200 would 
require to be notionally assessed as a dividend and (b) as company B 
is a resident it would be entitled to the rebate provided by s. 46 (1). 

Although the sum of £3,200 would, as illustrated above, escape 
tax under s. 104, it would be exposed to tax under s. 105, subsection 
(1) of which provides that where . . . there is an undistributed 
amount (£8,000) and any person (D) ... would .. . have received 
a part (£3,200) of that amount (£8,000) if there had been successive 
distributions of the relative parts of that amount to and by... 
(company B) . . . interposed between the private company (A) and 
that person (D), the Commissioner may also . . . assess the additional 
amount of tax, if any, which would in that event have been payable 
by that person (D).... 
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Thus, in the above example, tax would be payable under s. 104 
in respect of the notional distribution of £4,800 to C, and tax would 
be payable under s. 105 in respect of the notional distribution of 
£3,200 to B and in turn to D. The position would be the same if two 
or more resident companies were interposed between private com- 
pany A and individual D. New s. 105 (2) contains a modification 
as to the amount of the notional distribution where an interposed 
company is a non-resident. 


Where Individual is Beneficially Interested in Two or More 
Interposed Companies, Trusts and Partnerships 


Section 105 (1) provides that where any person would have 
received a part of the undistributed amount “if there had been 
successive distributions of the relative parts of that amount to and 
by each of any companies, trustees or partnerships interposed 
between the private company and that person” the Commissioner 
may assess the additional tax which would in that event have 
been payable by that person. 

In view of the above provisions it is considered that where an 
individual is a shareholder of two or more interposed companies, 
or where he is presently entitled to the income of two or more 
interposed trusts, or where he is a member of two or more inter- 
posed partnerships, or where he is beneficially interested in the 
income of an interposed company and a trust and a partnership, 
or of any two of these entities, the Commissioner may levy tax 
under s. 105 calculated with reference to a sum equal to the 
total of the notional distributions to that individual through the 
interposed companies, trusts or partnerships, as the case may be. 
EXAMPLE. 

The distributable income of private company A for the year 
of income ended 30 June, 1948, was £10,000 and no distribution was 
made within the prescribed period. The undistributed amount is, 
therefore, £8,000. 

- The shares in company A are held by: 
Resident company B ie oa _ oa He 10,000 
Partnership’ C os os ‘a $4 _ és 10,000 


Trustee D .. es es - »: — = 10,000 
Others ma * a - go on “ 20,000 


50,000 


The shareholders in company B are: 
E = ee 7 ve “ = es s% 5,000 
Others 4 ‘ “a es Oe Oe 
40,000 


The partnership consists of: 


E ne sg + es ar sd a a + share 
Others - hye bsg ar a mM wd ? share 


E is presently entitled to the whole of the income of the trust 
estate of which D is trustee. 

In calculating the total tax payable by company A under s. 105, 
the Commissioner is entitled to assume that the relative parts of the 
undistributed amount receivable by company B, by partnership C, 
and trustee D have been distributed in turn to the shareholders, 
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the members, and the beneficiary of B, C and D respectively. “If 
there had been successive distributions of the relative parts of that 
[undistributed] amount to and by each of any companies (B), 
trustees (D) and partnerships (C) interposed between the private 
company (A) and that person (E)” then, in that event, E would 
have received: . 

From company B: One-eighth of one-fifth of £8,000 .. £200 


From partnership C: One-fourth of one-fifth of £8,000 400 
From trustee D: Qne-fifth of £8,000 ae ‘ .. 1,600 


£2,200 
Assume E’s severalty income to be - ns .. 38,000 


£5,200 


With regard to £2,200 of the undistributed amount of £8,000, 
additional tax under s. 105 would be levied against company A, 
amounting to the difference between the tax E would have paid if 
he had received the notional dividend of £2,200 (i.e., tax on £5,200) 
and the actual tax payable by him (i.e., tax on £3,000). 


Where Individual is Shareholder of Private Company and is also 
Beneficially Interested in Interposed Company, Trust or Partnership 


It is clear from the judgments in Cadbury-Fry-Pascall Pty. Ltd. 
v. F.C. of T. (1944), 70 C.L.R. 362; 3 A.I.T.R. 156, that the assess- 
ments provided for by ss. 104 and 105 are separate and distinct 
original assessments. C.f. per Latham, C.J., at A.LLT .R., p. 166: ‘‘In 
my opinion s. 169 confers an authority to make an assessment wher- 
ever it is declared by the Act that a person is liable to pay tax and 
therefore enables the Commissioner to make separate assessments to 
tax under ss. 104 and 105 ...’’; per Rich, J., at p. 167: ‘‘. . . having 
regard to the provisions of s. 105 which empowers the Commissioner 
to assess an additional amount of tax in addition to any other tax 
assessable under this division, i.e., Division 7, this section clearly 
indicates that the tax which can be imposed is a tax which is distinct 
and independent of income tax which can be imposed under s. 104’’; 
per Williams, J., at p. 175: ‘‘. . . but the assessments provided for 
by ss. 104 and 105 are separate and distinct assessments from the 
ordinary assessment of a company of its taxable income’’ 

Under s. 104 the Commissioner may assess the aggregate addi- 
tional amount of tax which would have been payable by the share- 
holders if the company had paid the undistributed amount as a 
dividend to them. Section 104 is thus capable of application to the 
whole of the undistributed amount, but the tax under that section is 
restricted to the aggregate additional amount of tax which the actual 
shareholders of the company would have paid if they had received 
the notional dividend. In the case of certain shareholders, the tax 
on their share of the notional dividend would be nil, e.g., resident 
private companies; trustees where beneficiaries.are presently entitled 
to the whole of the net income of the trust estate and are not under 
any legal disability (s. 97); partnerships except where s. 94 is 
applicable. 

On the other hand, an assessment under s. 105 is restricted to 
additional tax on that part, if any, of the ‘‘undistributed amount’”’ 
which may be traced through interposed companies, trustees and 
partnerships to the ultimate individual shareholder, beneficiary or 
member, as the case may be. 
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It is considered that there is no authority for amalgamating 
assessments under s. 104 and s. 105. It follows that where an indi- 
vidual is a shareholder of a private company and is also a shareholder 
of a company which holds shares in the first-mentioned company, 
there is no authority for amalgamating the notional distribution to 
that individual under s. 104 with the notional distribution to him 
under s. 105 and levying tax amounting to the difference between the 
tax the individual would have paid if he had received the combined 
sum and the tax payable by him on his actual. income. 


EXAMPLE. 


The distributable income of private company A for year of 
income ended 30 June, 1948, was £10,000, and no distribution was 
made within the prescribed period. The undistributed amount was, 
therefore, £8,000. . 


The shares in company A are held by: 


Resident company B 
Partnership C 
Individual D 
Others 


The shareholders in company B are: 


ae 
Others 


The partnership consists of : 

-. "—3 oe a i nt oa ig - + share 
Others a Re = =i re ws a 7 share 
D’s severalty income is £3,000. 

Tax will be levied under s. 104 in respect of the notional divi- 
dend to D on the 10,000 shares held by him in company A, viz. 
one-fifth of £8,000 = £1,600, the tax on such £1,600 of the £8,000 
being the difference between the tax D would have paid if he had 
received the notional dividend of £1,600 (i.e., tax on £4,600) and 
the actual tax payable by him (i.e., tax on £3,000) assuming both 
sums to be income from property (s. 105B). 

In caleulating the tax payable by company A under s. 105 the 
Commissioner will assume that the proportions of the undistributed 
amount receivable by company B and partnership C have been dis- 
tributed to their members. The individual D would, therefore, have 
received from these two sources: 


From company B: One-eighth of one-fifth of £8,000 .. £200 
From partnership C: One-fourth of one-fifth of £8,000 400 


D’s severalty income was .. 
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Tax wi'l be levied under s. 105 in respect of the sum of £600 
amounting vo the difference between the tax D would have paid if 
he had received that sum (i.e., the tax on £3,600) and the actual 
tax payable by him (i.e., tax on £3,000) assuming both sums to be 
income from property (s. 105B). 


In the above view, the example which appeared in the February, 
1949, issue of Current Tazétion at p. 186 is incorrect. The solution 
there given was: 

From company A: One-fifth of £8,000 .. fiom .. £1,600 
From company B: One-eighth of one-fifth of £8,000 .. 200 
From partnership C: One-fourth of one-fifth of £8,000 400 


£2,200 
D’s severalty income was 3,000 


£5,200 


In the example which appeared in the February, 1949, issue of 
Current Taxation, it was stated that additional tax under ss. 104 
and 105 would be levied against company A, amounting to the 
difference between the tax D would have paid if he had received 
the sum of £2,200 (i.e., tax on £5,200) and the actual tax payable 
by him (i.e., tax on £3,000). As already stated herein it is now 
considered that there is no authority under s. 104 and s. 105 for 
amalgamating the two sums of £1,600 and £600 as was done in the 
previous example. 


Position under New 8. 105A in Respect of Direct and 
Indirect Interests in a Private Company 


New s. 105A provides that where, for the purposes of s. 104 
or s. 105, the supposed receipt of income by the same person is to 
be taken into account in the assessment of more than one company 
for the same year of tax, the Commissioner may ascertain the 
amount of tax which would have been payable by that person if 
he had received in the relevant year of income additional assess- 
able income from property equal to the aggregate of the amounts 
so supposed to have been received in relation to those companies. 


It will be observed that new s. 105A applies only where “the 
supposed receipt of income by the same person is to be taken into 
account in the assessment of more than one company for the same 
year of tax’’. Therefore, where an individual owns shares directly 
in a private company and also owns shares in a company (which 
has no, undistributed amount) and the second company owns shares 
in the first-mentioned company (which has an undistributed amount 
and is thus liable to tax under s. 104 and s. 105), and that indi- 
vidual is not directly or indirectly interested in any other private 
company which is subject to tax under Division 7 for the same year 
of tax, s. 105A has no application. Stated positively, the new section 
ean be applied only where the supposed receipt of income by the 
same individual is to be taken into account in the assessment of two 
or more private companies for the same year of tax. Thus, if the 
interposed company had also had an undistributed amount for the 
same year, s. 105A would have been capable of application. 
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The following is an example illustrating the application of new 
s. 105A where an individual is directly or indirectly interested in 
more than one private company both or all of which have undis- 
tributed amounts for the same year of income. 


The following are the undistributed amounts«of three private 
companies for year of income ended 30 June, 1949. 
x 
No. of issued ~ Undistributed 
shares amount 
Company A << as os be 20,000 £8,000 


Company B 10,000 5,000 


Company C _ ne “ = 40,000 10,000 


Individual D’s direct and indirect interests in the three com- 
panies are as follows: 


Company A— 

D owns in his own right 4,000 shares. 

D ow®s one-half of the issued shares in company E, which owns 
1,000 shares in company A. (N.B.: Company E has no 
undistributed amount in respect of year of income ended 30 
June, 1949.) 

Company B— 

D has a one-fourth interest in a partnership which owns 2,000 shares 

in company B 
Company C— 

D is presently entitled to one-half of the income of a trust estate 

which owns 10,000 shares in company C. 
D’s severalty income is "£3,000. 


The aggregate of the amounts ‘‘supposed to have been received 
(by D)”’ in relation to companies A, B and C is: 
Company A— 
Direct: One-fifth of £8,000 (s. 104) 
Through company E: One-half of one-twentieth 
of £8,000 (s. 105) ‘ : 
Company B— 
Through partnership: One-fourth of one-fifth of 
£5,000 (s. 105) .. 
Company C— 
Through trust estate: One-half of one-fourth of 
£10,000 (s. 105) . oe +s o- 


3,300 


D’s severalty income 3,000 


£6,300 


The Commissioner will ascertain the amount of tax which would 
have been payable by D if he had received during year of income 
ended 30 June, 1949, additional assessable income from property 
equal to the sum of £3,300, i.e., the amount of tax on an income from 
property amounting to £6,300. 

For method of assessment under new s. 105A and complete 
example, see December, 1948, issue of Current Taxation, pp. 155 and 
159. 
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